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PART | — FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

NETWORK ACCESS SOLUTIONS CORPORATION

BALANCE SHEETS
As of As of
March 31, December 31,
ASSETS 2000 1999
Current assets: (unaudited)
Cashandcashequivalents ..............c.cciiiiiiiiinininnn .. $ 92604565 $ 18,240,096
Short-term inNVESIMENES . ..ot e e e 68,106,503 24,575,893
Accounts receivable, net of allowance for doubtful accounts of
$724,266 and $376,399 as of March 31, 2000 and
December 31, 1999, respectively . ... 4,529,048 3,257,204
VN0 Y .ot e 1,135,911 440,770
Prepaidand other currentassets . ..........ccoiiiiii i 1,413,768 927,218
Total CUTENt @SSELS . ..ottt e 167,789,795 47,441,181
Property and equipment, net . . ........ .. e 68,765,438 55,097,670
Restricted Cash .. ... 1,600,000 1,600,000
Deferred offeringcosts ... e - 259,272
DEPOSITS . ot e e 156,823 72,554
Incometax receivable. . ...t e 149,186 27,600
Deferred tax assel . . ... oo e — 121,586
Total BSOS . . . vttt $ 238461242 $ 104,619,863

LIABILITIES, MANDATORILY REDEEMABLE PREFERRED STOCK, AND STOCKHOLDERS EQUITY

Current liabilities:

Accountspayable . ... $ 4693586 $ 8,221,681
ACCIUEH BXPENSE . . . oo ittt e et e e 6,024,905 4,118,746
Current portion of deferred compensation liability .................. 166,667 166,667
Current portion of capital lease obligations ....................... 7,529,140 5,630,429
Current portion of notepayable .......... ... ... . i, 615,588 478,925
Other current liabilities .......... ... i 335,101 247,678
Deferred revenuUe . . ... .o 151,695 42,788

Tota current liagbilities . ........... .o i 19,516,682 18,906,914
Long term portion of capital lease obligations . .................... 18,995,267 15,251,100
Long-term portion of notepayable . .......... ... ... oL 2,316,548 2453211

Tota liabilities .. ... 40,828,497 36,611,225

Commitments and contingencies:
Series B mandatorily redeemable preferred stock, $0.001 par value,
1,500,000 and 0 shares authorized, issued and outstanding (liquidation
preference $150,000,000 (unaudited)) as of March 31, 2000 and
December 31, 1999, respectively . ... 150,488,459

Stockholders' equity:
Common stock, $0.001 par value, 150,000,000 shares authorized,
55,297,063 and 53,831,997 shares issued and outstanding as of

March 31, 2000 and December 31, 1999, respectively ............. 55,297 53,832
Additional paid-incapital ........ .. 139,115,605 130,431,898
Accumulated other comprehensiveloss . ............. . oot (41,120) (51,960)
Deferred compensation on employee stock options ................. (25,642,560) (18,389,540)
Accumulated deficit ... ... (64,442,936) (42,135,592)
Lesstreasury stock, at cost, 8,550,000 shares as of March 31,

2000 and December 31,1999 .. ...t (1.900,000) (1.900,000)
Total stockholders equity . .......... .. .. i, 47,144,286 68,008,638
Tota liabilities, mandatorily redeemable preferred stock and

stockholders equity ... $ 238461242 $ 104.619.863

The accompanying notes are an integral part of these financial statements.
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NETWORK ACCESS SOLUTIONS CORPORATION

STATEMENTS OF OPERATIONS AND OTHER COMPREHENSIVE INCOME (LOSS)

(unaudited)
For the three months ended
March 31,
2000 1999
Revenue:
Product sales and consulting services ........................ $ 4741969 $ 4,656,773
NEWOrK SEIVICES . . oot 1,684,248 119,394
Total revenue ...t 6,426,217 4,776,167
Cost of revenue:
Product sales and consultingservices ... 4,055,560 3,834,697
NEWOrK SEIVICES . .o 3,980,913 170,846
Total costof revenue ... 8,036,473 4,005,543
Grossprofit (10SS) . ... v i (1,610,256) 770,624
Operating expenses.
Sdling, general and administrative . ........ .. ... o oL 14,930,042 2,532,519
Amortization of deferred compensation on stock options.......... 1,699,081 540,469
Depreciation and amortization ............................. 3,868,469 186,710
LOSSTromoperations . ... e e (22,107,848) (2,489,074)
INtErest INCOME . . ..o 1,143,085 54,312
INErESt EXPENSE . ot ittt (768,858) (62,956)
Follow-on offeringcosts ... (573,723) =
NEEIOSS . . ottt (22,307,344) (2,497,718)
Preferred stock dividends . .. ... i 690,411 197,260
Preferred stock accretion . ... o 6,865 149,643
Net loss applicable to common stockholders .................. $ (230046200 $ (2.844,621)
Net loss per common share applicable to common
stockholders (basicand diluted) . ........................ $ (050 $ (0.08)
Weighted average common shares outstanding (basic and diluted) . ... ... 45,968,517 36,000,000
Comprehensive loss:
NELIOSS .ottt $ (22,307,344) $ (2,497,718)
Other comprehensive income:
Unrealized gain on short-terminvestments . ................... 10,840 -
Total comprehensiveloss . . ...t e $ (22296504) $ (2497.718)

The accompanying notes are an integral part of these financial statements.
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NETWORK ACCESS SOLUTIONS CORPORATION

STATEMENTSOF CASH FLOWS
(unaudited)

For the three months ended
March 31,
2000 1999

Cash flows from operating activities:
NELIOSS . . ottt $ (22,307,344) $ (2,497,718)
Adjustment to reconcile net loss to net cash (used in) provided by
operating activities:

Depreciation and amortizationexpense ...............ccounnn.. 3,868,469 186,710
Provision for doubtful accountsreceivable . .................... 387,564 43,439
Amortization of deferred compensation on stock options. ......... 1,699,081 540,469
Follow-on offeringcosts ... .. ... 573,723 -
Net changes in assets and liabilities:
Accountsreceivable . ......... . (1,659,408) (952,389)
INVENOrY ..o e (695,141) (64,127)
Prepaid and other currentassets ............... ..o, (486,550) (320,549)
DEPOSItS . .o e (84,269) -
Accountspayable . . ... (3,528,095) 2,950,183
ACCIUEH EXPENSES .« o vttt it e et 1,556,159 108,152
Deferredrevenue . ... ...t 108,907 146,029
Other current liabilities ................ ..o, 87,423 (4,694)
Net cash (used in) provided by operating activities ......... (20,479,481) 135,505
Cash flows from investing activities:
Purchases of short-terminvestments ............................ (43,519,770) -
Expenditures for network under development ..................... (6,944,705) (4,291,325)
Purchases of property andequipment .. ............ccoiiiiia... (3.542,420) (674,996)
Net cash used ininvesting activities. . ................... (54,006,895) (4,966,321)
Cash flows from financing activities:
Borrowingsonnotespayable . .......... ... . i 30,000,000 -
Repaymentsof notespayable . ............ ... i (30,000,000) -
Principal paymentsoncapital leases .................. ... ... ... (1,406,234) (69,630)
Issuance of mandatorily redeemable preferred stock ................ 150,000,000 -
Issuance costs related to preferred stock offering .................. (108,817) -
Issuance costs related to follow-on offering . .. .................... (64,451) -
Exercise of Stock Options . ... 430,347 -
Net cash provided by (used in) financing activities ......... 148,850,845 (69,630)
Net increase (decrease) in cash and cash equivalents ................. 74,364,469 (4,900,446)
Cash and cash eguivalents at the beginning of the period .............. 18,240,096 5,518,117
Cash and cash equivalents at theend of theperiod ................... $ 92604565 $ 617,671

Supplemental disclosure of cash flow information:
Cash paid during the period for:

1 = $ 637,458 $ 22,637
Non-cash investing and financing activities:

Capital 1€3SBS . . . .ot 7,049,112 174,649

Preferred stock dividends . ......... ... . i 690,411 197,260

Preferred stock accretion . .. ... 6,865 149,643

Expenditures for offering costs included in accounts payable . ... .. 550,000 246,314

Expenditures for network included in accounts payable . .......... - 108,704

The accompanying notes are an integral part of these financial statements.
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NETWORK ACCESS SOLUTIONS CORPORATION

NOTESTO FINANCIAL STATEMENTS
(unaudited)

1. Business

Network Access Solutions Corporation, or the Company, was originally incorporated in the Commonwealth of
Virginiaon December 19, 1994. On August 3, 1998, the Company reincorporated in the State of Delaware. Prior to
the reincorporation, the Company had authorized 10,000 shares of common stock, of which 7,803 shares were issued
and outstanding. As of August 3, 1998, the Company was recapitalized with authorized capital stock of 15,000,000
shares of common stock, $.001 par value per share and 10,000,000 shares of preferred stock, $.001 par value per
share. On March 18, 1999, the Company increased the authorized common stock to 50,000,000 shares with a par
value of $.001 per share. In conjunction with this reincorporation and recapitalization, the Company changed from a
July 31 year-end to a calendar year-end. On March 18, 1999, the Company and its Board of Directors declared atwo
for one stock split, effected as a stock dividend, of its common stock. On May 7, 1999, the Company and its Board of
Directors declared a 2.25 for one stock split, effected as a stock dividend, of its common stock. All share information
has been retroactively adjusted for all periods presented to reflect the new capital structure and stock splits.

The Company, which isamajor provider of high-speed data communications services and related applications,
provides network services, telecommunications products and equipment and consulting services to business
customers. Through its CopperNet branded service, the Company offers its customers high-speed connectivity using
Digital Subscriber Line (DSL) technology. The Company provides metropolitan area and wide area network services,
manages and monitors its customers  networks, sells telecommunications equipment, designs networks for its
customers, installs the equipment and provides related services. The Company currently offersits DSL-based
networking solutions in the following nine cities and their surrounding markets. Baltimore, Boston, New Y ork,
Norfolk, Philadelphia, Pittsburgh, Richmond, Washington, D.C., and Wilmington. The Company isin the process of
expanding its geographical coverage to the southeastern and western U.S. markets.

2. Summary of Significant Accounting Policies
Unaudited Interim Financial Satements

The unaudited balance sheet as of March 31, 2000, the unaudited statements of operations for the three months
ended March 31, 2000 and 1999 and the unaudited statement of cash flows for the three months ended March 31,
2000 and 1999 have been prepared in accordance with generally accepted accounting principles for interim financial
information and Article 10 of Regulation S-X. Accordingly, they do not include al of the information and footnotes
required by generally accepted accounting principles, and it is suggested that these financia statements beread in
conjunction with the financial statements and related notes included in the Company’ s annual report on Form 10-K
for the year ended December 31, 1999. In the opinion of management, all adjustments (consisting of only normal
recurring accruals) considered necessary for afair presentation have been included. Operating results for the three
months ended March 31, 2000 are not necessarily indicative of results that may be expected for the year ending
December 31, 2000.

Revenue Recognition

The Company’s revenue is derived from product sales and consulting services and from network services. The
Company recognizes revenue on the sale of its products when avalid purchase order is received, shipment occurs,
collection is probable and no significant obligations remain related to the completion of installation and performance
of support services. The Company provides consulting services, including network planning, design, and integration
services, under time-and-material type contracts and recognizes revenue as services are performed and as costs are
incurred.

The Company provides network services, including DSL -based services, under monthly and fixed rate service

contracts. Revenue on monthly contracts is recognized when services are performed. Revenue on fixed rate service
contractsis recognized as costs are incurred over the related contract period, which generally does not exceed one
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year. Payments received in advance of providing services are recorded as deferred revenue until the period in which
such services are provided. Revenue related to installation and activation fees are recognized to the extent of
incremental direct costs incurred. Any excess installation and activation fees over direct costs are deferred and
amortized over the service contract. Such revenue historically has not significantly exceeded the direct costs. In
certain situations, the Company will waive non-recurring installation and activation feesin order to obtain asae. The
Company will expense the related direct costs as incurred.

Property and Equipment

Property and equipment consists of network costs associated with the devel opment and implementation of the
DSL networks, office and computer equipment, and furniture and fixtures. The costs associated with the DSL
network under development are composed of collocation fees, equipment, equipment held under capital leases, and
equipment installation. These assets are stated at cost. The Company leases certain of its equipment under capital
lease agreements. The capital |ease assets are stated at the lower of the present value of the net minimum lease
payments or the fair value at the inception of the lease, and are depreciated over the shorter of the estimated useful
life or the lease term. Depreciation of office and computer equipment and furniture and fixtures is computed using the
straight-line method, generally over three to five years, based upon estimated useful lives, commencing when the
assets are placed in service. The depreciation of the DSL network costs commences as individua network
components are placed in service and are depreciated over two to five years. Expenditures for maintenance and
repairs are expensed as incurred. When assets are retired or disposed, the cost and related accumul ated depreciation
are removed from the accounts, and any resulting gain or lossis recognized in operations for the period.

Net Loss Per Share

The Company presents basic and diluted net loss per share. Basic net 10ss per share is computed based on the
weighted average number of outstanding shares of common stock. Diluted net loss per share adjusts the weighted
average for the potentia dilution that could occur if stock options, warrants or other convertible securities were
exercised or converted into common stock. Diluted net loss per share for the three months ended March 31, 2000 and
1999, isthe same as basic net |oss per share because the effects of such items were anti-dilutive.

Sock-Based Compensation

The Company measures compensation expense for its employee stock-based compensation using the intrinsic
value method and provides pro forma disclosures of net loss asiif the fair value method had been applied in measuring
compensation expense. Under the intrinsic value method of accounting for stock-based compensation, when the
exercise price of options granted to employees is |ess than the estimated fair value of the underlying stock on the date
of grant, deferred compensation is recognized and is amortized to compensation expense over the applicable vesting
period.

Segment Reporting

The Company has determined its reportable segments based on the Company’ s method of internal reporting,
which disaggregates its business by product category. The Company’ s reportable segments are: (i) network services,
and (i) product sales and consulting services. The network services segment provides local, metropolitan and wide
area data communications services to customers. This segment also provides awide variety of other servicesto
customers, including remote network management and monitoring, network security, virtual private networks,
e-commerce and CopperNet, the Company’s high-speed, continuously connected DSL access to telecommunications
networks. The product sales and consulting services segment provides sales of selected equipment from
manufacturing partners, as well as nonrecurring service activation and installation, network integration, on site
network management, network security consulting and professional services. Engineers select product solutions based
upon customized network designs to improve the customers' operations and network efficiencies. In addition, the
product sales and consulting services segment provides maintenance and installation of equipment, some of which
may be provided through third party providers under contract. The Company’s businessis currently conducted
principally in the eastern United States. There are no foreign operations.



3. Property and Equipment

Property and equipment consists of the following:

Asof Asof
March 31, December 31,
2000 1999
(unaudited)
Network placedinservice ..., $ 51,804,617 $ 40,291,575
Network developmentinprocess ...............ccvivun.. 14,790,880 12,790,617
Office and computer equipment . ..............c.c.iien.... 9,313,667 5,925,278
Furnitureand fixtures .......... ... i 2,062,898 1,428,356
Less accumulated depreciation ............. ... .. i (9.206.,624) (5.338,156)
Property and equipment, net ............ ... i, $ 68765438 $ 55097670

The Company’s network includes equipment under capital |eases, equipment, installation, and collocation fees.
Collocation fees represent nonrecurring fees paid to obtain central office space for location of certain equipment.
When a new portion of the Company’s network has been completed and made available for use, the related cost is
transferred from network development in process to network placed in service. As of March 31, 2000 and December
31, 1999, the recorded cost of the network equipment under capital leases was $28,898,153 and $22,939,012,
respectively. Accumulated amortization for this equipment under capital leases was $4,750,941 and $2,998,446 as of
March 31, 2000 and December 31, 1999, respectively.

4, Stock-Based Compensation

On July 23, 1998, the Company adopted the 1998 Incentive Stock Plan (the “Plan”), under which incentive
stock options, non-qualified stock options, stock appreciation rights, restricted or unrestricted stock awards, phantom
stock, performance awards or any combination thereof may be granted to the Company’ s empl oyees and certain other
persons in accordance with the Plan. The Board of Directors, which administers the Plan, determines the number of
options granted, the vesting period and the exercise price. The Board of Directors may terminate the Plan at any time.
With respect to options granted prior to February 15, 2000, options granted under the Plan are immediately
exercisable into restricted shares of the Company’ s common stock upon award and expire ten years after the date of
grant. The restricted common stock generally vests over athree or four year period. Subsegquent to exercise, unvested
shares of restricted stock cannot be transferred until such shares have vested. Upon voluntary termination, unvested
shares of restricted stock can be repurchased by the Company at the lower of fair value or the exercise price. Options
granted subsequent to February 15, 2000, under the Company’s“ Y ear 2000 Program” of administering the Plan, vest
and are exercisable cumulatively over athree-year period commencing with the first anniversary of the date of grant,
and expire ten years after the date of grant. At December 31, 1998, 9,000,000 shares were reserved for issuance under
the Plan. Effective November 1, 1999 and subject to stockholder approval, the Company increased the number of
shares of common stock reserved for issuance under the Plan to 13,250,000.

Asof March 31, 2000 and December 31, 1999, atotal of 10,499,338 and 10,972,791, respectively, of stock
options had been granted at exercise prices ranging from $.09 to $32.00 per share. At March 31, 2000, 10,125,088 of
these options were exercisable into restricted shares of our common stock that generally vest over athree- to four-year
period. Stock option activity was as follows:

Weighted

Range of Average

Stock Exercise Exercise

Options Prices Price

Options outstanding, December 31,1999 . . ... 10,972,791 $ 0.09-3200 $ 2.27
Options granted, January 2000 ............. 313,100 $ 16.19-3450 $ 25.46
Options granted, February 2000 ............ 663,150 $ 16.19-3150 $ 18.66
Options granted, March2000 .............. 348200 $ 16.00-3025 $ 26.16
Optionsexercised ....................... (1,541,750) $ 009-16.19 $ 0.25
Optionscanceled ................coou.... (256,153) $ 0.09-3200 $ 6.74
Options outstanding, March 31,2000 . ....... 10499338 $ 0.09-3200 $ 4.40




In certain instances, the Company has determined the fair value of the underlying common stock on the date of
grant was in excess of the exercise price of the options. As aresult, the Company recorded deferred compensation of
$8,952,101 and $11,944,082 for the three months ended March 31, 2000 and 1999, respectively. This amount was
recorded as an increase to additional paid-in capital and is being amortized as a charge to operations over the vesting
periods which range from three to four years of the underlying restricted common stock. The Company recognized
stock compensation expense of $1,699,081 and $540,469 for the three months ended March 31, 2000 and 1999,
respectively.

SFAS No. 123, Accounting for Stock-Based Compensation, encourages adoption of afair value-based method
for valuing the cost of stock-based compensation. However, it allows companies to continue to use the intrinsic value
method for options granted to employees and disclose pro forma net loss and 1oss per share. Had compensation cost
for the Company’ s stock-based compensation plans been determined consistent with SFAS No. 123, the Company’ s
net loss and loss per share would have been as follows:

For the three months ended

March 31,
2000 1999

Net |oss applicable to common stockholders, asreported . . . . . .. $ (23,004,620) $ (2,844,621)
Pro forma net | oss applicable to common stockholders .. ...... (24,855,897) (2,854,984)
Net loss per share applicable to common stockholders,

asreported, basicand diluted .. ........ ... ... L (0.50) (0.08)
Pro forma net loss per share applicable to common stockhol ders,

basicanddiluted . .......... ... ... .. (0.54) (0.08)

The weighted-average fair value of options granted during the three months ended March 31, 2000 and 1999
was approximately $23.24 and $6.27, respectively, based on the Black-Scholes option pricing model. Upon
termination, unvested shares of restricted stock are repurchased by the Company at the lower of the exercise price or
fair market value,

Thefair value of each option is estimated on the date of grant using the Black-Scholes option pricing model
with the foll owing wei ghted-average assumptions used for grants during the three months ended March 31, 2000 and
1999: Dividend yield of 0%; expected volatility of 92%; risk-free interest rates of 5.85% to 6.74%; and expected term
of five years.

Asof March 31, 2000 and 1999, the weighted average remaining contractual life of the optionsis 8.8 and 9.6
years, respectively.

5. Note Payable

The Company has a $5,000,000 line of credit agreement with Lucent Technologies, Inc. (Lucent), through its
acquisition of Ascend Communications, Inc. (Ascend). Asof March 31, 2000, the Company’ s total obligation under
this agreement for working capital was $2,932,136.

In connection with the Company’ s strategic financing agreement with SBC Communications, Inc. (SBC) and
Teléfonos de México, SA. de C.V. (Telmex), SBC and Telmex |oaned the Company atotal of $30 million ($15
million each) until it received the necessary regulatory approvalsto complete the preferred stock sale. The loans bore
interest at arate of prime plus 2% during the time they were outstanding. Upon abtaining the regulatory approvals,
the Company exchanged the loans for preferred stock and received the remaining proceeds upon the consummation of
the preferred stock sale on March 7, 2000, net of the principal and accrued interest on these interim borrowings.

6. Mandatorily Redeemable Preferred Stock and Stockholders Equity
On March 7, 2000, the Company issued 1,500,000 shares of Series B Mandatorily Redeemable Preferred Stock

(preferred stock) for total proceeds of $150,000,000 excluding direct issuance costs of $208,817, of which $100,000
isaccrued as of March 31, 2000.



The convertible preferred stock is non-voting and pays a 7.0% dividend, which can be satisfied with either
additional stock or cash. Each $100.00 share of preferred stock is convertible at any time at the election of the holder
into 3.2258 shares of the Company’s common stock, or atotal of 4,838,700 common shares. The preferred stock may
be called by the Company for mandatory conversion into its common stock at any time between two and five years
after the original issue date, provided the Company’ s common stock is trading above $31.00 per share. On each
anniversary of the issue date, beginning on the second anniversary and ending on the seventh anniversary, the holders
of the preferred stock may request that the Company redeem the shares for a cash amount equal to $100 per share plus
unpaid dividends. The Company may postpone such right until the following year for all but the seventh year if its
common stock share priceis below $31.00 for a specified period preceding the anniversary date. The Company has
agreed to use 50% of the proceeds from the preferred stock to more closely align its network and business operations
with the future network and business operations of both SBC and Telmex. |If SBC and Telmex convert their preferred
stock positions into the Company’ s common stock, SBC will own approximately 4.8% and Telmex will own
approximately 4.5% of the Company’s equity on afully diluted basis. SBC and Telmex have the right to maintain
their percentage equity ownership interests in the Company’s common stock through aright of primary offer
mechanism in the financing agreement. Thisright permits them to purchase, in any subsequent offering of the
Company’ s stock, on the same terms and conditions as the stock is offered to third parties, an amount of stock that
will allow them to maintain their respective percentage ownership interests. Through a separate agreement with the
Company’s present principal stockholders, Spectrum Equity Investors 11, L.P. and Jonathon P. Aust, the Company’s
Chief Executive Officer, SBC and Telmex a so have aright of first offer to purchase, in certain circumstances, any
shares that these stockholders may wish to sell in the future.

The Preferred Stock activity is summarized as follows:

Shares Amount
Balance, December 31,1999 . ... ...t - $ -
Issuanceof Shares . ...t 1,500,000 150,000,000
ISSUBNCE COSES .« . v vttt - (208,817)
Accrueddividends . . ... - 690,411
Accretion to redemptionprice . .. ... i - 6.865
Balance, March 31,2000 .. ... ..ot 1500000 $ 150.488.459

7. Segment I nformation

In accordance with SFAS No. 131, the Company discloses certain segment information. The Company
evaluates the performance of its segments and all ocates resources to them based on gross profit. There are no
intersegment revenues. The table below presents information about the reported gross profit (loss) of the Company’s
reportable segments for the three months ended March 31, 2000 and 1999. The Company has changed its internal
organization in a manner that caused the composition of its reportable segments to change from three to two
reportable segments. The corresponding information for earlier periods has been restated to conform to the new
presentation of two reportable segments. Asset information is not reported for the product sales and consulting
services segment, as this datais not considered by the Company in making its decisions regarding operating matters.
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Product Sadles

and
Consulting Network Reconciling
Services Services Items Total
As of and for the three months ended (unaudited; dollars in thousands)
March 31, 2000:
Revenue.................... $ 4742 $ 1684 $ — $ 6426
Gross Profit (1) .............. $ 686 $ (229) $ — $ (1.610)
Property and equipment, net ........... $ - $ 59182 $ 9583 $ 68,765
As of and for the three months ended
March 31, 1999:
Revenue.................... $ 4657 $ 120 $ = $ 4777
Grossprofit (1) .............. $ 822 $ (51) $ - $ 771
Property and equipment, net ........... $ — $ 9264 $ 830 $ 10.094

D

Adjustments that are made to the total of the segments gross profit in order to arrive at income (loss) before
income taxes are as follows:

For the three months ended

March 31,
2000 1999
(unaudited; dollars in thousands)

Grossprofit (I0SS) . ....oviii $ (16100 $ 771
Operating expenses:

Selling, general and administrative .................... 14,930 2,532

Amortization of deferred compensation................. 1,699 540

Depreciation and amortization ........................ 3,869 188
Income (loss) fromoperations . .. ... (22,108) (2,489)

INtErest inCoOmMe .. ..ot e 1,143 54

INterest eXpenSse .. ..o (769) (63)

Follow-on offeringcosts ..............ccoviiinnnn... (573) =
Income (loss) beforeincometaxes ............ .. ...t $ (22307) $ (2.498)
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ITEM 2. MANAGEMENT’SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS.

The following discussion of our financial condition and results of operations should be read in conjunction
with the financial statements and the related notes included e sewhere in this Form 10-Q and the financial statements
and related notes and Management’ s Discussion and Analysis of Financial Condition and Results of Operations
included in our Form 10-K. Historica results and percentage relationships among any amounts in the Financial
Statements are not necessarily indicative of trends in operating results for any future period.

Overview

We began operations in 1995 by selling data communications products made by others and providing
consulting services for WANSs. Shortly thereafter, we began offering a wide range of networking solutions for the
data communi cations needs of businesses. We provide network integration services, where we design our customers
networks and sell and install related network equipment. We aso manage our customers networks, ensure the
security of their networks and provide related professional services. From 1995 through 1998, our revenue was
derived primarily from product sales and consulting services. In prior periods, our business had primarily depended
on AT&T and AstraZeneca for revenue from our product sales and consulting services operations. AT& T accounted
for 5.2% and 55.5% of total revenue for the three months ended March 31, 2000 and 1999, respectively, while
AstraZeneca accounted for 4.7% and 10.0% of total revenue for the three months ended March 31, 2000 and 1999,
respectively.

In 1996, we began to pursue deployment of a series of city-wide networks that enable DSL services. In
February 1997, we began devel oping technical standards for delivery of DSL-based services within our target markets
through ajoint effort with Bell Atlantic. In April 1997, we entered into our first interconnection agreement with Bell
Atlantic, which allowed us to use their copper telephone lines and to collocate our equipment in telephone company
offices known as “ central offices.” Central offices serve as the central connection point for al copper telephone lines
in alocal areaand form the basis for our network and a telephone company’ s network. We began CopperNet service
trialsin November 1997 and began commercially offering our CopperNet service in Philadel phia and Washington,
D.C. in January 1999.

We currently offer our DSL-based networking solutions in the following nine northeast and mid-Atlantic cities
and their surrounding markets: Baltimore, Boston, New Y ork, Norfolk, Philadelphia, Pittsburgh, Richmond,
Washington D.C. and Wilmington. On February 8, 2000, in connection with the announcement of a $150 million
preferred stock investment by, and a strategic summary operating agreement with SBC and Telmex, we announced
that we would be extending our network deployment into the southeastern and western regions of the United States.
We, along with SBC and Telmex, have initially targeted deployment in the following 20 markets within these regions:
Atlanta, Charlotte, Denver, Greensboro, Jacksonville, Louisville, Memphis, Miami, Minneapolis, Nashville, New
Orleans, Orlando, Phoenix, Portland, Raleigh-Durham, Salt Lake City, Seattle, Tampa, Tucson and West Palm Beach.
We intend to deploy our network in each of these marketsin the second half of 2000.

Asof March 31, 2000, we had installed our equipment in 477 central offices within our northeast and mid-
Atlantic markets, and we expect to have installed our equipment in approximately 500 central offices by mid-2000,
which will essentially complete our current plans for the roll-out of our network in these markets. We estimate that
the central offices where we currently have installed our equipment serve approximately 85% of the business usersin
these areas. Upon the completion of our network deployment, we believe that the central offices where we have
installed our equipment will be able to serve approximately 95% of the business usersin these areas. Asof March 31,
2000, we had installed 4,888 lines in our northeast and mid-Atlantic regions.

We expect to have installed our equipment in approximately 500 central officesin our new southeastern and
western regions by mid-2001. We have obtained competitive carrier certification in eight of the 17 southeastern and
western states in which we expect to eventually offer services, and have applied for competitive carrier certification in
the remaining nine states in which these markets are located. To date, we have signed interconnection agreements
with BellSouth, U SWEST and GTE. Together, these three carriers serve as the traditional telephone companiesin
substantially all of our 20 target markets in the southeastern and western regions.

-12 -



Since February 1997, we have invested increasing amounts in the development and deployment of our
CopperNet service. We have funded the deployment of our CopperNet services through proceeds received from a
preferred and common stock financing in August 1998, issuance of promissory notes that were converted into
common stock during the three months ended June 30, 1999, capital |ease financing, our initial public offering and the
proceeds recently received from the sale of $150 million of our Series B Mandatorily Redeemable Preferred Stock
(preferred stock) to SBC and Telmex. We intend to increase our operating expenses and capital expenditures
substantially in an effort to continue to rapidly expand our equipment and human resource-related infrastructure and
DSL -based network services. We expect to continue to incur substantial operating losses, net losses and negative
cash flow during the build-out of our network and our initial penetration of each new market we enter. Although in
the short term we expect to derive the majority of our revenue from our product sales and related consulting services,
we expect that over time revenue from network services, which includes our CopperNet services, will congtitute the
more significant portion of our total revenue.

Revenue
Revenue consists of:

*  Network services. We charge monthly service fees for access to our CopperNet local, metropolitan and
wide area networks. We also provide awide variety of network servicesto customers, including remote
network management and monitoring, network security, dedicated private connections to our network,
Internet access, e-commerce and other data applications. Some of these services are delivered to
customers using resources from third-party providers under contract to us.

e Product sales and Consulting services. As part of our overall data communications solutions, we sell data
communications products, including the network components and security components that our customers
require in order to build, maintain and secure their networks. We sell, install and configure selected
equipment from our manufacturing partners. Our engineers select product solutions to improve our
customers' operations and network efficiencies. Our engineers refer to a standard network design that they
seek to customize to fit the needs of each customer. We also bill our customers for network design and
integration, on-site network management, staging, installation, maintenance and warranty services,
network security and professional services based on time and materials for contracted services. In addition,
we derive revenue from the maintenance and installation of egquipment. Some of these services may be
provided through third-party providers under contract to us.

Cost of Revenue
Cost of revenue consists of:
Network services. Our network service costs generally consist of hon-employee-based charges such as.

e CopperNet service fees. We pay amonthly service fee for each copper line and for each collocation
arrangement, as well as usage fees for the support services we obtain from the traditional telephone
companies we work with in order to serve our CopperNet customers. Sometimes, we must pay these
companies to perform special work, such as preparing a telephone line to use DSL technology, when such
work isrequired in order to serve a particular client.

e Other access costs and levied line expense. We pay installation charges and monthly fees to competitive
telecommunications companies or traditional telephone companies for other types of access, other than
through our CopperNet network, which we provide to customers as part of our network services.

< Backbone connectivity charges. We incur charges for our fiber optic network, or backbone, within a
metropolitan area, typically from a competitive telecommunications company or atraditional telephone
company, and for the backbone interconnecting our networks in different metropolitan areas from along
distance carrier. We pay these carriers a one-time installation and activation fee and a monthly service fee
for these leased network connections.

-13-



«  Network operations expenses. We incur various recurring costs at our network operations center. These
costs include data connections, engineering supplies and certain utility costs.

«  Equipment operating lease expenses. In the future, we may decide to enter into operating leases for some
or al of the equipment we use in our network, including the DSL equipment we use in the traditional
telephone company’ s central office locations and equipment installed on the customer’ s premises.
Currently, we generally use capital leases to finance the acquisition of substantially all of this equipment,
which we depreciate over arange of two to five years.

Product sales and Consulting services. We purchase equipment from various vendors whose technology and
hardware solutions we recommend to our customers. We do not manufacture any of this equipment. Consulting
services cost of revenue consists of charges for hardware maintenance, installation and certain contract services that
we purchase from third parties.

Operating Expenses
Sdlling, general and administrative expenses

Our selling, general and administrative expenses include all employee-based charges, including field
technicians, engineering support, customer service and technical support, information systems, billing and collections,
general management and overhead and administrative functions. We expect that headcount in functional areas, such
as sales, customer service and operations will increase significantly as we expand our network and as the number of
customers increases.

«  Salesand marketing expenses. We distribute our products and services through direct and indirect sales
efforts, agents and telemarketing. Our direct sales force focuses on selling CopperNet connectivity to
small- and medium-sized businesses and consulting services and network services to medium- and large-
sized businesses. We indirectly sell our full complement of products and services, including our network
services, consulting services and products, through network service providers, including 1SPs, long
distance and local carriers and other networking services companies. Our sales and marketing expenses
have increased, and will continue to increase, as we develop our CopperNet services.

e General and administrative expenses. As we expand our network, we expect the number of employees
located in specific markets to grow. Certain functions, such as customer service, network operations,
finance, billing and administrative services, are likely to remain centralized in order to achieve economies
of scale. We pay licensing fees for standard systems to support our business processes, such as billing
systems.

Amortization of deferred compensation on stock options

We had outstanding stock options to purchase atotal of 10,499,338 as of March 31, 2000 and 10,972,791
shares of common stock as of December 31, 1999, respectively, at weighted average exercise prices of $4.40 and
$2.27 per share, respectively. At March 31, 1999, 10,125,088 of these options were exercisable into restricted shares
of our common stock that generally vest over athree- to four-year period. In certain instances, we determined the fair
value of the underlying common stock on the date of grant wasin excess of the exercise price of the options. Asa
result, we recorded deferred compensation of $9.0 million and $11.9 million for the three months ended March 31,
2000 and 1999, respectively. We recorded this amount as a reduction to stockholders' equity that is amortized as a
charge to operations over the vesting periods. For the three months ended March 31, 2000 and 1999, we recognized
$1.7 million and $540,000 of stock compensation expense, respectively, related to these options.

Depreciation and amortization
Depreciation expense arising from our network and equipment purchases for our customers' premises will be
significant and will increase as we deploy our network. Collocation fees, build-out costs, including one-time

installation and activation fees, and other DSL -based equipment costs are capitalized and amortized over arange of
two to five years.
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Interest Income (Expense), Net

Interest income (expense), net, primarily consists of interest income from our cash and cash equivalents and
short-term investments less interest expense associated with our debt and capital leases. As our capital expenditures
increase, we anticipate that our interest expense associated with our capital leases will increase.
Results of Operations

The following tables present our results of operations data and the components of net income (loss) in dollars
and as a percentage of our revenue. (See Note 7 of Notesto Financial Statements for certain additional financial
information about industry segments.)

For the three months

ended March 31,
2000 1999
Revenue: (in thousands)
Product salesand consulting services ..................... ... $ 4742 $ 4657
NEtWOrK SErVICES . ..o 1,684 119
Total revenue . . ... 6,426 4,776
Cost of revenue:
Product salesand consultingservices ... 4,056 3,834
NEtWOrK SEIVICES . ..o 3,981 171
Total costof revenue .. ... 8,037 4,005
Grossprofit (I0SS) ... ovv it (1.611) 771
Operating expenses.
Sdlling, general and administrative .......... ... .. oL 14,930 2,533
Amortization of deferred compensation on stock options ........... 1,699 540
Depreciation and amortization ............. ... ... 3,868 187
Total operating eXPeNnSES . . .. oot 20,497 3,260
LOSSTromoperations . . .. ..ot (22,108) (2,489)
Interest income (EXPENSE), NEL . .. ..ottt e e 374 9
Follow-on offering Ccosts . ...t (574) -
NELIOSS ot $ (22308 $ (2,498
For the three months
ended March 31,
2000 1999
Revenue: (percentage of revenue)
Product salesand consulting services . ... 73.8% 97.5%
NEWOIrK SEIVICES ..t 26.2 2.5
Total revenue. . ... 100.0 100.0
Cost of revenue:
Product salesand consulting Services . ... 63.1 80.3
NEWOIrK SEIVICES ..t 61.9 3.6
Total costof revenue. . ...t 125.0 83.9
Grossprofit (I0SS) .. ..vvvii i e (25.0) 16.1
Operating expenses:
Sdling, general and administrative ........... ... o, 232.4 53.0
Amortization of deferred compensation on stock options ........... 26.4 11.3
Depreciation and amortization ................. .. oo, 60.2 3.9
Total operating eXPenSeS . . . . oottt 319.0 68.2
LOSSTromoperations . . ....cov v e e e (344.0) (52.1)
Interest income (EXPENSE), NEL . .. .. oottt 5.8 (0.2)
Follow-on offering Costs .. ...ttt (8.9 =
NELIOSS ottt (347.1)% (52.3)%




Three Months Ended March 31, 2000 Compared to Three Months Ended March 31, 1999

Revenue. We recognized $6.4 million in revenue for the three months ended March 31, 2000, as compared to
$4.8 million for the three months ended March 31, 1999, an increase of $1.6 million. This increase was attributable to
a$1.6 million increase in network services, which increased from $119,000 for the three months ended March 31,
1999 to $1.7 million for the three months ended March 31, 2000. Thiswas the result of increased sales of services
related to our DSL-enabled network introduced in early 1999. Product sales and consulting services revenue were
$4.7 million for the three months ended March 31, 2000 and 1999.

Cost of revenue. Cost of revenue was $8.0 million for the three months ended March 31, 2000, as compared to
$4.0 million for the three months ended March 31, 1999, an increase of $4.0 million. The increase was principally
attributable to growth in cost of network services of $3.8 million associated with expenses incurred to continue to
expand, develop and operate our CopperNet and other networking services. Costs related to product sales and
consulting services were $4.1 million and $3.8 million for the three months ended March 31, 2000 and 1999,
respectively.

Gross profit (loss). Gross loss was $1.6 million for the three months ended March 31, 2000, as compared to
gross profit of $771,000 for the three months ended March 31, 1999, a decrease of $2.4 million. Thisloss was
primarily aresult of increased network services costs related to the continued expansion, development and operation
of our CopperNet network. As aresult of the rapid expansion, development and operation of our CopperNet network,
expenses have exceeded our revenue realized from our customer base.

Sdlling, general and administrative expenses. Selling, general and administrative expenses were $14.9 million
for the three months ended March 31, 2000, as compared to $2.5 million for the three months ended March 31, 1999,
an increase of $12.4 million. Thisincrease as a percentage of revenue was primarily due to increased staffing and
other expenses incurred to devel op, operate and sell our CopperNet network and other networking solutions.

Amortization of deferred compensation on stock options. Amortization of deferred compensation was $1.7
million for the three months ended March 31, 2000, as compared to $540,000 for the three months ended March 31,
1999, an increase of $1.2 million. Thisincrease is attributable to the increase in the unamortized deferred
compensation from $14.9 million to $25.6 million as of March 31, 1999 and 2000, respectively, which is principally
due to the granting of stock optionsto key employees, and the related amortization of this increased balance over the
remaining vesting period for these options.

Depreciation and amortization expense. Depreciation and amortization expense was $3.9 million for the three
months ended March 31, 2000, as compared to $187,000 for the three months ended March 31, 1999, an increase of
$3.7 million. Thisincrease was primarily due to investments in our CopperNet network, computer equipment and
software, office furnishings and leasehold improvements.

Loss from operations. Our loss from operations was $22.1 million for the three months ended March 31, 2000,
as compared to $2.5 million for the three months ended March 31, 1999, an increase of $19.6 million. The increased
loss for the three months ended March 31, 2000 was primarily due to increased staffing, amortization of deferred
compensation and other operating expenses we incurred in connection with the expansion, development, operation
and support of our CopperNet network.

Interest income (expense), net. For the three months ended March 31, 2000, we recorded net interest income of
$374,000, consisting of interest income of $1.1 million and interest expense of $(768,000). For the three months
ended March 31, 1999, we recorded net interest expense of $(9,000), consisting of interest income of $54,000 and
interest expense of $(63,000). The increase in interest income was primarily attributable to interest earned from the
net proceeds of $149.8 million from our preferred stock offering in March 2000. The increase in interest expense is
primarily due to interest on capital leases that commenced during 1999 and additional borrowingsin March 2000.

Follow-on offering costs. During the three months ended March 31, 2000 we expensed $574,000 related to our

follow-on offering of common stock that we commenced earlier in the quarter but subsequently withdrew due to
unfavorable market conditions. There were no similar costs during the comparable period in 1999.
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Net loss. For the foregoing reasons, our net loss was $22.3 million for the three months ended March 31, 2000,
as compared to anet loss of $2.5 million for the three months ended March 31, 1999, an increase of $19.8 million.

Liquidity and Capital Resour ces

Although we do not require significant capital expenditures for our product sales and consulting services
segment, the development and expansion of our CopperNet network requires significant capital expenditures. The
principal capital expenditures that we expect to incur during our CopperNet rollout include the procurement, design
and construction of our collocation spaces and the deployment of DSL -based equipment in central offices and
connection sites. Capital expenditures were $55.3 million for the year ended December 31, 1999 and $17.5 million for
the three months ended March 31, 2000. During the rest of 2000 and for future periods, we expect our capital
expenditures to increase substantially primarily due to:

e continued collocation construction in the northeastern and mid-Atlantic regions and new collocation
construction in the southeastern and western regions,

e procurement of software systems; and
e the purchase of telecommunications equipment for expansion of our network.

Our capital expenditures will depend in part upon obtaining adequate demand for our services from our
CopperNet customers. We anticipate capital expenditures during the rest of 2000 to range from $80.0 million to $95.0
million for the expansion of our network from 477 central offices at March 31, 2000 to approximately 900 central
offices by the end of 2000.

Initial Public Offering. The net proceeds from our initial public offering, completed in June 1999, were
approximately $81.8 million. As of March 31, 2000, we have used approximately $70.8 million of these net proceeds.
Of this amount, approximately $31.2 million was used to finance operating losses, approximately $27.9 million was
used to finance capital expenditures for central office installation and collocation fees and approximately $7.6 million
was used to finance capital expenditures for property and equipment. We expect to use approximately one-half of the
remaining net proceeds to finance operating |osses that we expect to incur as we expand our customer base and
network. We expect to use the remaining net proceeds from our initial public offering to finance additional capital
expenditures for central office installation and collocation fees and to make payments under lease commitments and
for general corporate purposes.

Borrowings and Sale of Preferred Sock. In February 2000, we borrowed $15 million from each of SBC and
Telmex until we received regulatory approvals for the issuance of 1,500,000 shares of our Series B Mandatorily
Redeemable Preferred Stock (preferred stock) on March 7, 2000. The loans bore interest at arate of prime plus 2%
during the time they were outstanding, and we repaid both loans plus accrued interest in full upon consummation of
the preferred stock sale on March 7, 2000. The net proceeds from our sale of preferred stock in March 2000 were
approximately $149.8 million. Of this amount, approximately one-half will be used to finance capital expenditures for
central office installation and collocation fees, software systems, other capital equipment and certain operating costs
related to expansion of our network into new regions beyond our original target markets. We expect to use the
remaining net proceeds from our sale of preferred stock to finance operating losses that we expect to incur as we
expand our customer base and network, to make payments under lease commitments and for general corporate
purposes.

Operating Activities. Net cash used in operating activities for three months ending March 31, 2000 was $20.5
million. This was primarily the result of operating losses of $22.3 million attributable to the expansion of our
CopperNet network and development of our CopperNet services, but also the result of a decrease in accounts payable
of $3.5 million and an increase in accounts receivable of $1.7 million. This was partially offset by increasesin non-
cash expenses for depreciation of $3.9 million and amortization of deferred compensation on stock options of $1.7
million, accompanied by an increase in accrued expenses of $1.6 million.

Net cash provided by operating activities for three months ending March 31, 1999 was $136,000. This was the
result of operating losses of $2.5 million attributable to the expansion of our network and devel opment of our
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CopperNet services, accompanied by an increase in accounts receivable of $952,000. This was partially offset by an
increase in accounts payable of $3.0 million.

Investing Activities. Net cash used in investing activities was $54.0 million for the three months ended March
31, 2000. Thiswas primarily the result of purchases of short-term investments of $43.5 million. Thiswas
accompanied by the deployment of equipment for our CopperNet services of $6.9 million and purchases of property
and equipment of $3.5 million.

Net cash used in investing activities was $5.0 million for the three months ended March 31, 1999. This was the
result of the deployment of equipment for our CopperNet services of $4.3 million and purchases of property and
equipment of $675,000.

Financing Activities. Net cash provided by financing activities was $149.8 million for the three months ended
March 31, 2000. This was primarily the result of our preferred stock offering of $150.0 million and borrowings on
notes payable of $30.0 million. These were partially offset primarily by repayments of notes payable of $30.0 million
and principa payments on capital leases of $1.4 million.

Net cash used in financing activities was $70,000 for the three months ended March 31, 1999. This was the
result of principal payments on capital leases.

Debt and Capital Lease Arrangements. We currently have debt and capital |ease facilities available to us of
approximately $125.0 million. Of this amount, Lucent (through its acquisition of Ascend) has provided us with a
$95.0 million capital lease facility to fund acquisitions of certain Lucent equipment, under which $9.0 million was
outstanding as of March 31, 2000. The terms of our capital |eases range from three to four years. These leases require
monthly lease payments and have an interest rate of 9.5%. Lucent has the right to withdraw or suspend further
advancesto usif our interconnection agreements with Bell Atlantic are not renewed or are terminated, or if certain
key employees terminate their employment with us without competent replacement in the reasonable commercial
judgment of Lucent. In addition, we have arrangements with other vendors that permit usto finance up to $25.0
million of equipment and other assets and $5.0 million of working capital, under a variety of applicable interest rates
ranging from 6.0% to 12.0%. An aggregate of $20.5 million was outstanding under these arrangements as of March
31, 2000.

Liquidity Regquirements. We believe that our existing cash and cash equival ents, short-term investments,
including the net proceeds of approximately $149.8 million we received from SBC and Telmex, existing equi pment
lease financings that have not been fully utilized, and anticipated future revenue generated from operations will be
sufficient to complete the current planned build-out of our network in the northeast and mid-Atlantic regions and to
begin expansion into the southeastern and western regions during 2000 and to fund our operating losses, capital
expenditures, |ease payments and working capital requirements into the first quarter of 2001.

We expect our operating losses and capital expenditures to increase substantially primarily due to our network
expansion into new markets. We expect that additional financing will be required after 2000 for us to compl ete our
planned network roll-out in the southeastern and western regions. We may seek to finance such future operations
through a combination of commercial bank borrowings, leasing, vendor financing or the private or public sale of
equity or debt securities. If we were to leverage our business by incurring significant debt, we may be required to
devote a substantial portion of our cash flow to service that indebtedness. This cash flow would otherwise be
available to finance the deployment of our network. If we are forced to use our cash flow in this manner, we could be
forced to delay the capital expenditures necessary to complete our network. Equity or debt financing may not be
available to us on favorable terms or at al. Any delay in the deployment of our network could have a material adverse
effect on our business.

Our capital requirements may vary based upon the timing and success of our CopperNet roll-out, as aresult of
regulatory, technological and competitive devel opments or if:

e demand for our services or cash flow from operations is more or less than expected;

« our development plans or projections change or prove to be inaccurate;
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e we accelerate deployment of our network or otherwise alter the schedule or targets of our CopperNet
roll-out plan; or

e weengagein any strategic acquisitions or relationships.
Recent Accounting Pronouncements

In June 1999, the Financial Accounting Standards Board issued SFAS No. 137, which delays the effective date
of SFAS No. 133, “ Accounting for Derivative Instruments and Hedging Activities,” which will be effective for our
fiscal year 2001. This statement establishes accounting and reporting standards requiring that every derivative
instrument, including certain derivative instruments imbedded in other contracts, be recorded in the balance sheet as
either an asset or liahility measured at its fair value. The statement also requires that changes in the derivative s fair
value be recognized in earnings unless specific hedge accounting criteria are met. We believe the adoption of SFAS
No. 133 and SFAS No. 137 will not have a material impact on the financial statements, as the Company does not use
any derivative financial instruments.
Forwar d-looking Statements

Many statements made in this Form 10-Q are forward-looking statements relating to future events and our
future performance within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934, including, without limitation, statements regarding our expectations, beliefs,
intentions or future strategies that are signified by the words * expects,” “anticipates,” “intends,” “believes,” or similar
language. These forward-looking statements address, among other things:

e our CopperNet deployment plans and strategies;

e development and management of our business;

e our planned relationships with SBC and Telmex;

e our ability to attract, retain and motivate qualified personnel;

e our ability to attract and retain customers;

< theextent of acceptance of our services,

< the market opportunity and trends in the markets for our services,

e our ability to upgrade our technologies,

e prices of telecommunication services;

< the nature of regulatory requirements that apply to us;

e our ability to obtain and maintain any required governmental authorizations;

e our future capital expenditures and needs;

< our ability to obtain and maintain financing on commercially reasonable terms; and

e theextent and nature of competition.

These statements may be found in this section, and in this Form 10-Q generally.

We have based these forward-looking statements on our current expectations and projections about future
events based on information available to us on this date, and we assume no obligation to update any forward-looking
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statements. However, our actual results could differ materially from those anticipated in these forward-looking
statements as a result of risks facing us or faulty assumptions on our part. These include, but are not limited to:

« the nature of our ongoing relationship with Bell Atlantic;

e Our success in maintaining the continuity of our interconnection agreements,

e our ability to keep pace with technological innovations within the telecommunications industry;
e our ability to hire and retain key personnel;

« our ability to protect our proprietary rights;

e our ability to successfully market our servicesto current and new customers;

e our ability to generate customer demand for our servicesin our target markets,

* market pricing for our services and for competing services;

* theextent of increasing competition;

e our ability to acquire the funds needed to continue to expand our network and to continue to fund our
operations,

< theability of our equipment and service suppliers to meet our needs;
e trendsin regulatory, legislative and judicial devel opments; and
e our ability to manage the growth of our operations.

In light of these risks, uncertainties and assumptions, the forward-looking events discussed in this Form 10-Q
may not occur.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

We do not believe that we are currently exposed to material market risks.
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PART Il - OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS —

We are not currently involved in any legal proceedings that we believe could have a material adverse effect on
our business, financial position, results of operations or cash flows. We are, however, subject to state telecommuni-
cations regulators, FCC and court decisions as they relate to the interpretation and implementation of the Telecom-
munications Act of 1996, the Federal Communications Act of 1934, as amended, various state telecommunications
statutes and regulations, the interpretation of competitive telecommunications company interconnection agreementsin
general and our interconnection agreements in particular. In some cases, we may be deemed to be bound by the results
of ongoing proceedings of these bodies or the legal outcomes of other contested interconnection agreements that are
similar to our agreements. The results of any of these proceedings could have a material adverse effect on our
business, financia condition, results of operations and cash flows.

ITEM 2. CHANGESIN SECURITIES —

Recent Sales of Unregistered Securities. In March 2000, the Company issued 1,500,000 shares of Series B
Mandatorily Redeemable Preferred Stock in a private placement to two accredited investors, at a purchase price of
$100 per share, for an aggregate price of $150 million. The shares were offered and sold in reliance upon the
exemption from registration under Section 4(2) of the Securities Act of 1933, relating to sales by an issuer not
involving any public offering.

Use of Public Offering Proceeds. The net proceeds from our initial public offering, completed in June 1999,
were approximately $81.8 million. As of March 31, 2000, we have used approximately $70.8 million of these net
proceeds. Of this amount, approximately $31.2 million was used to finance operating losses, approximately $27.9
million was used to finance capital expenditures for central office installation and collocation fees and approximately
$7.6 million was used to finance capital expenditures for property and eguipment. We expect to use approximately
one-half of the remaining net proceeds to finance operating losses that we expect to incur as we expand our customer
base and network. We expect to use the remaining net proceeds from our initial public offering to finance additional
capital expenditures for central office installation and collocation fees and to make payments under lease commit-
ments and for general corporate purposes.

ITEM 3. DEFAULTSUPON SENIOR SECURITIES — Inapplicable.
ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS — Inapplicable.
ITEM 5. OTHER INFORMATION — Inapplicable.
ITEM 6. EXHIBITSAND REPORTSON FORM 8K —
(@) Exhibits:
27 Financial Data Schedule
(b) Reportson Form 8—K:

None.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report
to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: May 12, 2000

NETWORK ACCESS SOLUTIONS CORPORATION

By: _/9/ JONATHAN P. Aust
Jonathan P. Aust
Chairman and Chief Executive Officer

By: _/9/ SCOTT G. YANCEY, JR.

Scott G. Yancey, Jr.
Chief Financial Officer
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